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Mr. Chairman:

My colleagues & OMB and throughout the executive branch have worked hard to present this
committee and our fellow citizens with avery different budget for the Fiscal Year 2003. Before
turning to the traditiond subjects of totas, balances, and specific policies, let me recommend to
the Committee' s attention some new features which | hope will now become part of your

annua expectations and ddliberations.

This budget takes serioudy the assessment of government performance, and its relationship to
future spending.  Activities where effectiveness can be proven are maintained and often
reinforced; those that demongtrably fail, or can make no showing of effectiveness, in many
cases are looked to as sources of funding. The days when programs float dong year after year,
spending taxpayer dollars with never a showing of reasonable results or return, must give way
to an eraof accountable government. Thisand dl future budgets must no longer be permitted
to answer only “How much?’ They must dso address the question “How well?’

This innovation responds to decades of calls by good government advocates. While long
overdue, it is epecidly necessary a atime when the physical safety of Americans requires that
the federal government take on many additional, expensive tasks.

In the interest of both accuracy and sound management, this budget takes a mgjor step toward
full cost accounting of programs and departments by assigning the costs of hedlth and retirement
benefits to the places where those costs are created. At long ladt, the true cost of these
programs will be visble, and managers will have full incentive to control the costs of additiona
personnel. Other disguised cogts, such as the future liability associated with hazardous waste,
remain and should be the object of further reforms.

The Unexpected Cost of the Recession

It has been clear for months — since September 11 to be precise — that our fiscal picture had
changed in afundamental way. The weeker economy erased $177 billion of revenues

1



previoudy expected for 2002, and $120 billion for 2003. Additiona spending to respond to
the terrorigt attacksin these years subtracted another $31 billion from the surpluses we dl had
anticipated. Over a 10-year period, for those still professing to find use in such numbers,
changed economic and technicd factors reduced the surplus by $1.345 trillion.

The recession that began in the first quarter of 2001 was the largest but not the only economic
factor reducing estimated surpluses. The revised outlook for near-term productivity growth
reduced the level of GDP — and hence the rece pts base — throughout the budget window.
Both the recession and the impact it has had on budget surpluses took usdl by surprise.

As the Washington Pogt has noted, 2001 was a nightmare for economidts,” pointing out thet,
amogt without exception, forecasters failed to see recession or its effects coming. 1n our
migudgments, our economists were in large and renowned company. The good people a the
CBO, and 51 of the 54 private forecastersin the Wall Street Journd survey, dl missed the
recession even as it was well underway. The fact that our assumptions were toward the
conservative end of the forecasting spectrum did not protect us from avery large misestimate.
May | add that when the nation’ s economists are having nightmares, budget directors lose
deep, too. We ultimately must choose assumptions that we believe will be accurate, and it isno
comfort later that the rest of the world wasin error, too.

The Adminigtration stated from the outset that it would leave room for error, particularly when it
came to longer-term projections. In mapping out long-term policy proposas, our Blueprint
expresdy marked off over $800 hillion (15% of the total expected) as a Contingency Reserve
in the event that the hoped-for surpluses did not materidize. At least asfar as one can tell from
the latest 10-year estimate, even this generous hedge was not enough.

The 2001 experience casts further doubt on the entire idea of 10-year budget forecasts. The
attempt to see ten years out began only six years ago — prior to that time 5-year forecasts were
the longest ever attempted — but dready enough evidenceisin hand to convict. The experiment
with 10-year forecasts demondtrates that no one can reliably predict budget levelsthisfar into
the future. Infact, despite dl the lamentations, this year's 10-year basdine surplus forecast is
just asbig asthat of 2 years ago; even after tax relief, it isthe largest ever except for last year's.
If we had taken a one-year timeout from 10-year guesswork, no one would say that anything
was“missing.”

Our budget extends 10-year forecasts at the top-line leve, for those still determined to find

them credible, but it drops them from the rest of the document. There we return to the wisdom
of our predecessors by using five-year numbers, which are plenty uncertain in their own right.

A Two-front War Against Terrorism




Mr. Chairman, we present this week a budget for atwo-front war. It proposes substantial
increases, those the President believes necessary to ddiver on the paramount duty of the
federal government, to secure the safety of the American people.

Last year’ s budget began the reconstruction of a neglected national defense base, and that
project continues now with new urgency. The President asks Congress to support a 12%
growth in base defense funding, part of this reflecting the new thregts presented by along-term
terrorist foe. He aso requests an additiona $10 billion, if needed, for the costs of continued
hodtilities at today’ s levels.

Funding for the category of activities we now term “Homeland Security” will double under the
Presdent’ s plan: airline security, first responders, bioterrorism, border security and preventive
law enforcement, are dl scheduled for mgjor increases as recommended to the President by
Governor Tom Ridge.

We have worked closdly with the Office of Homeland Security to define and budget for these
activities, an explanation of the definition of the Homeand Security budget is attached at the
end of my tesimony. We will guard againgt and oppose efforts to divert funds from Homeland
Security requirements or to misclassfy unrdated funding under Homeland Security’ s priority
datus.

Winning our two-front war is not optiona, and will be expensive. Asin other times of nationa
conflict, tradeoffs will be required. Other prioritieswill have to stand aside for atime, lest we
commit the “guns and butter” mistake of the Viet Nam era. We propose a very reasonable
level that alows spending not related to the war or homeland defense to grow by around 2%.

Within this“Rest of Government” category the President proposes $355 hillion of spending. It
must be noted that the activities it encompasses have enjoyed rapid funding increases during
recent years, growing by an average annud rate of more than 8% since 1998.

Within this enormous sum, it is both possble and desirable to increase high priority programs of

proven effectiveness, and this budget recommends many such increases. Dozens of programs
across the government are scheduled for growth based on demonstrated results.

M easuring Per for mance and Ddlivering Results

For decades, good government advocates have caled for systematic measurement of
government’ s performance, and its reflection in the alocation of resources. In 1993, Congress
passed the Government Performance and Results Act (GPRA), which was intended to
implement this reform, but this mandate has been virtudly ignored. The President’ s budget for
2003 responds to Congress' indruction, differentiating where the facts are available between
programs that work and those that do not.



Many programs of proven effectiveness are strengthened, by shifting funds from those which
can make no proof of performance. NSF, WIC, Community Hedlth Centers, and the National
Westher Service are among the best performers, based on clear targets they have set and hard
datathat says these goa's have been met or surpassed.

A serious attitude toward performance is long overdue, but takes on specid urgency a atime
when the demands of national security assert a heavy claim on our resources. We hope the
findings of this budget will trigger interest in performance assessment, and bring forth much new
information about that large mgority of programs for which we have no useful deta at dl.

Restoring Economic Growth

This budget funds a two-front war, but takes am at athird priority aswell, the struggling
American economy. The President urges the Congressto act, and act quickly, on ajobs and
growth package like that which passed the House but was blocked in the Senate just before
Chrismas.

There are some encouraging Signs of recovery, but the President is not satisfied to leave matters
to chance. Government cannot “manage’ the economy, but it should do what it can, and the
President wants to act on a stimulus measure that might accel erate and strengthen recovery.
While adding this action to his other budget proposals would likely make 2003 ayear of asmall
deficit rather than ayear of amdl surplus, the President favors the tradeoff in favor of jobs and
growth. Pest the short term, it is only rigorous economic growth that can restore surplusesin
any event.

Conclusion

In sum, we should count our nationd blessings. Despite Smultaneous war, recesson, and
emergency, we are in apostion to fund the requirements for victory, plus a stimulus package,
and dill be near badance. The deficit we project will be the nation’s smdlest in times of
recession since the early 1950s.

Interest cogts to the federd government will continue to decline; interest paymentswill fall
below 9¢ of each budget dollar for the first time in 22 years. Despite everything, the outlook is
promising for balance in the year after next, and for areturn to large surpluses thereafter.

The President’ s proposals thus do what must be done, while protecting our fisca future. Itisa
privilege to submit them for the committee' s review.
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The Homeland Security Budget
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